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Adjusting Basis for
Discharged Debt
by Neil E. Harl*
The final step in handling discharged
debt involves the reduction of the basis of
the debtor's property1 or of the debtor's
depreciable property2 if the debtor elects to
reduce basis before reducing the other tax
attributes.3  The timing of basis reduction
is the same in all instances – basis is
reduced at  the beginning of the year after
the year of debt discharge.4  The major
concern with basis reduction is the order in
which the debtor's assets are subject to
basis reduction.5
General considerations.  The
problem of basis reduction is relatively
simple if the debtor has no more than one
asset. The basis of the asset is reduced
dollar for dollar with respect to the
discharged debt down to the amount of the
debtor's liability on the property(when the
debtor is insolvent or in bankruptcy)6 or to
zero for solvent farm debtors7 and for
debtors who elect to reduce the basis of
depreciable property before reducing other
tax attributes.8
If a taxpayer has more than one item of
property eligible for basis reduction, the
question is how basis reduction is allocated
among the items of property.  The statute
specifies that the allocation of basis among
assets is to be determined by regulation.9
The legislative history of the Bankruptcy
Tax Act of 198010 indicated that the order
of basis reduction among property items
was to be in accord with the existing
regulations.11
Under those regulations, money is
excluded from basis reduction so there is no
reduction   of   basis   for   cash,  bank
accounts  or  similar  items.12    Moreover,
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any reduction in basis is prohibited that
would result in a negative basis for the
property.13  Beyond those general guide-
lines, basis is reduced in accordance with
specified guidelines for corporate and non-
corporate taxpayers.
SPECIFIC GUIDELINES FOR
BASIS REDUCTION.
Corporate taxpayers.  The rules for
basis reduction establish four categories of
property for corporate debtors –14
•  Non-inventory property acquired
through incurrence of the cancelled debt.15
Example (1):  A taxpayer is in finan-
cial trouble because of purchase of a
new four-wheel drive tractor for
$80,000 in 1988.  The remaining
basis in the tractor would be reduced
first if the indebtedness arising from
the purchase is discharged.
• Non-inventory property which secures
the cancelled debt.16
Example (2):  If, in Example 1, the
machinery dealer had acquired a security
interest in the debtor's entire line of
farm machinery and equipment at the
time of the purchase of the four-wheel
drive tractor, the rest of the machinery
and equipment line would be subject to
basis reduction after reduction of the
basis for the tractor itself.
•  Other non-inventory property.17
Example (3):  Returning again to
Example 1, if the debtor owns a
pickup, which did not secure the
discharged debt and did not give rise to
the discharged debt, the remaining
income tax basis in the pickup would
be reduced next.
•  Inventory and receivables.18
Example (4):  If the taxpayer in
Example 1 had purchased feeder cattle
on hand at the time of basis reduction,
and grain under CCC loan where the
election had been made to treat CCC
loans as income, thus giving the
raised grain a basis,19 the basis
reduction process would require the
reduction of basis of such items of
inventory as well as a reduction of
basis of notes or accounts receivable.
Non-corporate taxpayers
(including individuals).  For non-
corporate or individual debtors, there are six
categories of property for purposes of basis
reduction in the event of discharged debt–20
•  Non-inventory property used in the
trade or business acquired through incur-
rence of the cancelled debt.21  The similar-
ity to the first rule applicable to corporate
debtors is obvious except that the non-
corporate rule is limited to property used in
any trade or business of the debtor.22
•  Non-inventory property used in the
trade or business securing the cancelled
debt.23  Again, the parallel to the corporate
rule is clear except for the limitation to
property used in any trade or business of
the debtor.
•  Other non-inventory property used in
the trade or business.24  This rule continues
the trade or business limitation, thus
distinguishing the individual or non-
corporate debtor from corporate taxpayers.
•  Inventory and receivables used in the
trade or business.25  This rule, in similar
fashion, limits basis reduction to property
"used in any trade or business" of the
taxpayer.26
•  Property held for the production of
income.27  This provision does not specify
that the property must be used in a trade or
business of the debtor, merely that it be
property held for the production of
income.28
•  Other property.29  This final rule
governing basis reduction for individuals
specifies merely that the assets be property
other than property used in any trade or
business of the debtor (thus ruling out the
first four catagories of property above) and
property held for the production of income
(ruling out property in category five
above).30
Handling basis reduction within
and between categories.  In general,
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the regulations specify that basis reduction
be allocated to property within each
category, proceeding down the list of
categories in order, with the basis of
property in each category reduced before
property in the next category is subjected to
basis adjustment.31
Example (5):  Returning to Example
1, if debt is discharged and $60,000 is
available for basis reduction, but only
$40,000 of basis on the four-wheel
drive tractor is subject to basis
reduction, $40,000 of the basis
reduction amount would be applied to
the four-wheel drive tractor with the
remaining $20,000 carried over to the
next category of property.
As an exception to the general rule that
property is reduced category by category for
corporate and non-corporate debtors,
property in the third category for corporate
and non-corporate taxpayers is subjected to
basis adjustment before property in the
second category which is not depreciable,
amortizable or depletable.32  Within any
category after the second category for both
corporate and non-corporate debtors, if there
are multiple assets, basis reduction is to be
allocated among the assets in proportion to
their relative adjusted bases.33  This rule
should be contrasted with the rules
applicable elsewhere specifying an
allocation of basis among multiple assets
on the basis of fair market value of the
assets.34
Requesting approval for differ-
ent procedure.  A taxpayer may have the
income tax basis of property adjusted in a
different manner.35  To be eligible for a
different adjustment procedure, a request
must be made to the Commissioner of
Internal Revenue with the income tax
return for the taxable year of the discharge
of indebtedness.36  The requested variation
in adjustment method must be consistent
with the general principles of the regular
method of adjustment.37  The typical situa-
tion for seeking approval for a different
adjustment approach is where the taxpayer
has a relatively large number of assets
subject to basis adjustment and to reduce
the basis of each item would impose a
substantial burden on the taxpayer.
The IRS has issued detailed guidance on
the conditions to be met for a different
adjustment procedure.38  Under that guid-
ance, found in Rev. Proc. 85-44,39 IRS
will not issue an advance ruling or enter
into a closing agreement if it appears the
taxpayer will gain a significant tax advan-
tage by adjusting the basis of only selected
assets.40  An advance ruling or closing
agreement may be obtained if the taxpayer
is not insolvent or in bankruptcy, the
discharged debt is not treated as a purchase
price reduction,41 the taxpayer has no
preconceived plan or intention to dispose of
the assets, the selected assets are depreciable
having a "weighted average remaining
useful life" no longer than the weighted
average remaining useful life of all the
taxpayer's depreciable properties excluding
fully depreciated assets, the taxpayer has
sufficient bases to absorb the basis of
adjustment, in no instance will basis be
reduced below salvage value and the assets
are not depreciable under the retirement-
replacement-betterment method.42  In
addition, the taxpayer must agree to treat
basis reduction as ordinary income on later
sale and to adjust depreciation claimed
accordingly.43  To date, about a dozen and a
half letter rulings have been issued approv-
ing the use of the alternative adjustment
procedures.43
Planning principles.  The intricate
rules for income tax basis reduction suggest
several "planning principles" to guide the
debtor in planning for discharge of
indebtedness and reduction of basis of
property.
•  For planning purposes, where possi-
ble, it is generally advantageous to apply
the basis reduction to Section 1250
property items and to Section 1250
property with relatively long depreciable
lives and which are not expected to be
disposed of in the foreseeable future.  Keep
in mind that reduction of basis is deemed to
have occurred at the beginning of the
taxable year following the taxable year in
which the discharge of indebtedness occurs.
This can be managed by disposing of
Section 1245 property before the end of the
taxable year in which the indebtedness was
cancelled.
•  Attention should be given to acquir-
ing additional Section 1250 property, if
possible and where advantageous, before the
start of the following taxable year when
basis reduction occurs.
•  Similarly, it may be advantageous to
delay acquisition of Section 1245 property
until after the start of the following taxable
year.
•  If the indebtedness discharged was
secured by a lien on property, the entire
basis reduction amount (or as much of it as
possible) is allocated to that property.
Therefore, it may be important to dispose
of that property, especially if it is Section
1245 property, before the close of the
taxable year in which the discharge of
indebtedness occurs.
•  For solvent debtors to avoid income
from discharge of indebtedness, attention
should be given to acquiring sufficient
property to absorb basis reduction before
the end of the taxable year in which the
discharge of indebtedness occurs if that
would be advantageous.
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